IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

NEUBERGER and SCOTT . CVIL ACTI ON
V. :
W LLI AM SHAPI RO, ET AL. © No. 97-7947
ORDER

And Now, this 9th day of July, 1998 the four notions to
dismss of (1) defendants WIIiam Shapiro, Kenneth Shapiro,
Lester Shapiro, Nathan Tattar, Welco Securities, Inc., Shapiro
P.C.; (2) defendant R F. Lafferty & Co.; (3) defendant Cogen,
Sklar, L.L.P.; and (4) defendants John Orr and Adam Varrenti are
deni ed, excepting as to the issue of pleading fraud with
particularity, which is granted. See, by anal ogy, the hei ghtened
pl eadi ng standards for fraud actions under the Private Securities

Litigation ReformAct, 15 U.S.C. § 78u-4(b)."*

Edmund V. Ludw g, J.

! This state claim intentional m srepresentation, upon
announcenent of the substance of this Order in open court, was
wi t hdrawn by plaintiffs.



IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

NEUBERGER and SCOTT . aAViL ACTI ON
V. :
WLLI AM SHAPI RO, ET AL. . No. 97-7947

MEMORANDUM
Ludw g, J. July 17, 1998

Thi s menorandum follows an order entered July 9, 1998
denyi ng defendants’ notions to dism ss the conpl aint, excepting as
to the issue of pleading fraud with particularity, which was
grant ed. ?

The conplaint sets forth securities |aw violations
relating to plaintiffs’ purchase, in 1996 & 1997, of debt
certificates issued by the Equi pnent Leasing Conpany of Anerica
(ELCOA). Accordingtothe conplaint, the securities were purchased
in reliance on materially false and m sl eadi ng prospectuses and
registration statenents by ELCOA and its parent conpany, Wl nut
Leasing, Inc. Conplaint 1 1. The individual defendants in the
action are former officers or directors, or both, of ELCOA or
Wal nut Leasi ng. The corporate defendants i ncl ude two broker/ deal er
firmse (Welco Securities, Inc. and R F. Lafferty & Co.); an

accounting firm (Cogen, Sklar, L.L.P.); and a law firm (*“Shapiro

>This state clai mof intentional nisrepresentation, upon
announcenent of the substance of this order in open court, was
w thdrawn by plaintiffs.



P.C.”) - each of which in sone way is alleged to have assisted in
the sale of the certificates.

Count 1 specifies violations of 8 11 of the Securities
Act of 1933, 15 U.S.C. 88 77k, by individual defendants® and the
“Shapiro Entities”;* count 2, by the remai ni ng def endants; count 3,
violations of 8§ 15, 15 U. S.C. 88 770, by the individual defendants
and the Shapiro entities; and counts 4 and 5, negligent and
intentional msrepresentation by all defendants.

The four dism ssal notions are substantially the sane.
Fed. R Giv.P. 9(b), 12(b)(1),(3),(6),(7), 19 & 23. Wth one
exception, each attached exhibits.® Upon consideration of all of
t he grounds raised, the notions will be denied, other than as to

count 5, which has been w t hdr awn.

® WIlliam Shapiro, Kenneth Shapiro, Lester Shapiro,

Nat han Tattar, John Or, Adam Varrenti, Jr. See conplaint | 19.
John Does 1-25 are also included as “individual defendants.”

* Welco Securities, Inc., WIliam Shapiro, Esq., P.C
See conplaint § 92.

> The Shapiro defendants’ notion attached 12 exhibits,
R F. Lafferty attached the “fairness opinion” prepared by it for
the ELCOA offering; and the notion of defendant Cogen, Skl ar
i ncluded color graphs and charts, and attached an appendi x
containing 12 exhibits. Qur Court of Appeals has stated that on a
notion to dismss, only the conplaint “and the docunents on which
the claims made therein were based” if not disputed may be
considered. Inre Burlington Coat Factory Securities Litigation,
114 F.3d 1410, 1424-25 (3d Cr. 1997); see also In re Donald J.
Trunp Casino Securities Litigation, 7 F.3d 357 (3d Cir. 1993) (when
prospectus is directly at issue in a conplaint, it nay be
considered on a notionto dismss). Here, the conplaint chall enges
the “Offering Materials,” whichinclude “prospectuses, registration
statenents, and ot her docunents.” Conplaint 1 1. Therefore, those
docunents are regarded as within the scope of the notions. See
order of June 19, 1998.




AL Fed. R Gv.P. 12(b)(1)

The Shapi ro defendants assert that the subject matter of
this action is within the jurisdiction of the Bankruptcy Court,
ELCOA having filed, in this district, a voluntary petition for
relief under Chapter 11 of the Bankruptcy Code. Shapiro notion at
2. The notion characterizes plaintiffs’ clains as “core
proceedi ngs” within the neaning of 28 U.S.C. § 157(b)(2). 1d. at
8-9.°

Casel aw describes a “core proceeding” as one that
inplicates a substantive right created by the Bankruptcy Code or
one that would arise only in bankruptcy; not all clains “rel ated
to” the adm ni stration of bankruptcy estate are “core proceedings.”

See Inre Continental Airlines, 125 F. 3d 120, 131 (3d Cir. 1997);

Hays and Company Vv. Merrill Lynch, 885 F.2d 1149, 1157 n.9

(citations omtted). Here, plaintiffs’ clains are not attri butable

t o t he Bankruptcy Code and, therefore, are not “core proceedings.”’

5 Neit her ELCOA nor Wal nut is a defendant in this action.

" The notion of the Shapiro defendants relies on Pacor

Inc. v. Hggins, 743 F.2d 984, 994 (3d Cir. 1984) for the
proposition that a civil action brought by a third party, not
directly involving the debtor, is “related to” the bankruptcy
action when “the out cone of that proceedi ng coul d concei vably have
any effect on the estate being adm ni stered i n bankruptcy.” Mtion
at 5. Pacor goes on to state, however: “On the other hand, the
nmere fact that there may be common issues of fact between a civil
proceedi ng and a controversy invol ving the bankruptcy estate does
not bring the matter wthin [bankruptcy jurisdiction].” Instead,
the effect that the resolution of the civil proceedi ng woul d have
on the bankruptcy estate is the key inquiry. \Were the outcone
woul d “determ ne any rights, liabilities or course of action of the

(continued...)




To the contrary, subject matter jurisdiction over this

action exists in this court under 28 U S.C. 88 1331 and 1367.

B. Fed. R Gv.P. 12(b)(3)

Arel ated argunent is that, because the Bankruptcy Court
has jurisdiction over the bankruptcy, venue is not proper here.
This assertion is unsupportable. According to the conplaint,
“substantially all of the events, statenments, and om ssions gi ving
rise to the claims...occurred in this district.” 1 6. Thi s

all egation sufficiently establishes proper venue.

C. Fed. RCiv.P. 12(b)(6)?®

Plaintiffs’ conplaint asserts four separate grounds for

relief.

1. Counts 1-2 - Section 11 of the Act (“Civil liabilities

on account of false reqgistration statenents”) :

(. ..continued)
debtor,” the actionis “related to” bankruptcy. Pacor, 743 F.2d
at  995. Exanples given in Pacor are the existence of an
i ndemmi fi cati on agreenent or ot her contractual guaranty betweenthe
third party and the debtor. Such an agreenent is not present here:
the analysis is consistent with Pacor.

8 "A conplaint should not be dismssed for failure to
state a claimunl ess it appears beyond doubt that the plaintiff can
prove no set of facts in support of his claimwhich would entitle
himto relief." Conley v. Gbson, 355 U S. 41, 45-46, 78 S.
99, 101-02, 2 L. Ed.2d 80 (1957); Weiner v. Quaker Qats Conpany,
129 F.3d 310, 315 (3d Cr. 1997). In so doing, all factual
al l egations of the conplaint nust be accepted as true and al
reasonabl e i nferences drawn in Plaintiffs’ favor. Quaker Cats, 129
F.3d at 315.




[A] plaintiff nust allege that he “acquired” a security
whi ch was acconpani ed by a registration statenment of a
material fact or omtted to state a material fact
required to be stated therein or necessary to nake the
statenments therein “not msleading.” 15 U S.C. 8 77k(a)
(1988). Plaintiffs need not allegereliance, scienter or
damages, though they nust allege that the shares they
purchased are traced to a false or msleading
regi stration statenent.

In re Chanbers Developnent Litigation, 848 F. Supp. 602, 616

(citing Inre Westinghouse Securities Litigation, 832 F. Supp. 948,

966 (WD. Pa. 1993), aff’'din part, rev'din part on other grounds,

90 F.3d 696 (3d Cir. 1996)). Here, the conplaint states that
plaintiffs were purchasers of ELCOA certificates “pursuant to the
prosectuses and registration statenents.” Conplaint Y22. This
satisfies the “traced to” requirenent. The conpl aint al so outlines
the alleged msrepresentations contained in the prospectus,
financial statenents included in the prospectus, the audit report,
and subsequent filings wth the S E C 191 39-79. These
al | egations of purported m srepresentations constitute a sufficient
statenment of material facts.®

Cogen, Sklar and the Shapiro defendants chall enge the
“materiality” of the alleged m srepresentations. See Mtion of
Cogen, Sklar at 3-8. Their argunent is that the offering materials
di sclosed all the risks inherent in the offered securities. Ergo,

the “m srepresentations” averred cannot be said, as a matter of

® For exanpl e: the intended use of proceeds derived from
the sale of securities, Y 40-42; and the viability of ELCOA s
parent conpany, Walnut Leasing (material msrepresentations
concerni ng the makeup of the board of directors of the offeror and
its parent; material msrepresentations concerning the “risk
factor” disclosure), 1 42-44.



| aw, to have been “nisleading” within the neaning of section 11.%
Casel aw supports the principle that “where...the acconpanying
statenments plainly reveal that which was al |l egedly ‘conceal ed,’ the
al l eged m srepresentations are manifestly imuaterial toplaintiff’'s
cl ai ns and nust be dism ssed as a matter of law.” 1d., n.8 (citing
cases).

Waileit istruethat certain risks were disclosed inthe
prospectus, see “Risk D sclosures,” at pages 1-11, the conpl aint
al so all eges mi srepresentations and om ssions of “material facts

necessary to make the statenents therein not msleading.” 15
US C 8 77k(a). There are four groups of such m srepresentations
inthe conplaint. The first concerns the “use of proceeds” of the
Sept enber, 1995 offering. According to the conplaint, although the
prospectus at page 8 states that “the proceeds of this offering
will not be used to neet redenptions of Debentures previously
i ssued,” such m suse had already occurred. Conplaint q 40. The
second concerns the interdependence of Wal nut and ELCOA, i ncl udi ng
t he independent financial viability of each. According to the
plaintiffs, the prospectus was materially m sl eadi ng when at page
8-9 it stated that “Wal nut does not finance the operations of

ELCOA, ELCOA was not i nadequately capitalized, each entity paysits

10 “I'n short, irrespective of any al | eged

m srepresentations inthe financial statenents thensel ves, areader
of ELCOA' s 1995 prospectus (and ELCOA' s other SEC filings) was
fully advised of MWalnut's financial difficulties, ELCOA s
dependence on WAl nut, ELCOA' s policies anddifficulties with regard
to lease collections and delinquencies, and that there was
‘subst anti al doubt’ regarding ELCOA's ‘ability to continue as an
ongoi ng concern.’” Cogen, Sklar notion to dismss at 5.

6



own operation expenses and mai ntai ns separate books and records,
and the formal requirenents of separate and i ndependent corporate
exi stence are observed.” Conmpl aint 9§ 43. This statenent is
alleged to have been “false when nmade” as “the boards of both
conpanies were interlocking.” Conmpl aint Y 44. Mor eover,
according to the conplaint “the risk factor disclosure was
materially false and misleading in that it failed to disclose the
then existing fact that Wil nut was functionally bankrupt which
meant that ELCOA was |ikew se insolvent.” 9§ 45.

Third, according to the conplaint, the financial
statenents included in the prospectus are alleged to have
m srepresented ELCOA's assets. One instance - the April 30, 1995
bal ance sheet shows 14 percent of ELCOA' s total assets were in the
formof a “receivable” fromWal nut of nearly $4 mllion. 99 47-48;
prospectus at 44. According to plaintiffs, both the val ue and t he
use of the receivable were m srepresented: “defendants used this
representation toinply that the advances fromELCOA to WAl nut were
for legitimate busi ness purposes of ELCOA. 1In fact, the advances
were solely to support Walnut.” Conmpl aint 9§ 49. Mor eover,
according to plaintiffs “the Wal nut Receivable was not really a
| oan, but rather constituted illegal dividends in excess of the
accunul at ed earnings of ELCQOA The m srepresentation of these
advances as a loan is clearly nore than an inproper estimte of
| oss reserve.” Plaintiffs’ sur-reply at 6.

Last, the audit report is challenged. Conplaint Y 56-

69. For exanple, “defendants used a ‘Ri sk Di sclosure’ to obscure

v



the fact that filing for bankruptcy by Wal nut would | eave ELCOA
insolvent.” 9§ 59. If true, these assertions, whether affirmations
or om ssions, constitute material m srepresentations.

The notion of defendant Cogen, Skl ar al so raised the bar
of the Securities Act’s limtations period. Clainms nust be
brought “within one year after the discovery of the untrue
statenment or the om ssion, or after such di scovery shoul d have been
made by the exercise of reasonable diligence... In no event shal
any such action be brought...nore than three years after the
security was bona fide offered to the public.” 15 U.S.C. § 77m ™

Here, in 1996 and 1997, plaintiffs purchased certificates

that were offered in a Septenber 14, 1995 prospectus. *

Conpl ai nt
99 7-8; mem in opp. at 4. It is alleged that the conpl ai ned of
m srepresentations were not discovered until shortly after August
8, 1998 - the date when ELCOA filed for bankruptcy protection -
thereby triggering the “discovery rule” prong of the statute. On
Decenber 23, 1997 this action was filed. It therefore appears that
the conplaint was tinely filed - within three years from the

Septenber 14, 1995 offering, as well as wthin one year of

plaintiffs’ discovery of their clainms. Mreover the conplaint is

1 The notion asserts that the conplaint is deficient
because it does not plead conpliance with the statute, a
substantive elenent of plaintiffs” 8 11 claim See notion at 21.
This assertion is incorrect. The conplaint affirmatively pleads
conpliance with the statute of limtations in paragraphs 85 and 91.

2 plaintiffs’ menorandumin opposition at 22 states that
the certificates wereissuedinarolling offering. The start-and-
end dates of the offering are not specified.

8



not subject to dism ssal under the equitable doctrine of |aches.
See notion of Shapiro defendants at 20.

Al defendants are properly named under § 11. The
Shapi ro defendants and defendants Or and Varrenti are naned as
“director[s]...at the time of the filing of the part of the
registration statenent,” 15 US C. 8 77k(a)(2); corporate
def endant s Cogen, Sklar, Shapiro P.C. and R F. Lafferty are al |l eged
to have “prepared or certified any part of the registration
statenment, or as having prepared or certified any report or
valuation which is used in connection with the registration
statenment,” 8 77k(a)(4); and defendant Welco Securities was the
underwiter, 8 77k(a)(5). W and K Shapiro also are alleged to
have signed the registration statenent, mneking them proper
def endants under 8§ 77k(a)(1l). See plaintiffs’ notion in opp. at
27.

2. Count 3 - Section 15 of the Act (“Liability of

controlling persons”):

Every person who, by or through stock ownership, agency
or otherwise ... controls any person liable under
sections 77k or 771 of this title, shall also be liable
jointly and severally with and to t he sanme extent as such
controll ed person to any person to whom such controll ed
person is liable...

15 U.S.C. § 770.
As noted, count 3 alleges that the individual defendants

and the “Shapiro entities” violated section 15 - control



liability.® Accepting as true the allegations that each of the
i ndividuals was an officer or director, or both, of ELCOA each
woul d have been in a position of potential control over the conpany
when it released its offering materials. Y 9-14. The conpl ai nt
al so adequately asserts that each of the corporate defendants that

conprised the “Shapiro entities”™

was control |l ed by the individual
Shapi ro def endants and, as such, operated as an “alter ego” vis-a-
vis ELCOA or Wal nut. 11 15, 18. G ven these all egations, whether
or not each individual or corporate defendant exercised actual
“control” sufficient to inpose liability under this section
presents questions of fact that cannot be resol ved at the pl eading

stage. See In re Chanbers Devel opnent Securities Litigation, 848

F. Supp. 602, 618 (WD. Pa. 1994).

3. Count s 4-5 - Neql i gent and i ntenti ona

m srepresentation: The el enents of negligent m srepresentationare

found in the Restatenent (Second) of Torts 8§ 522 (1977) -

One who, in the course of his business, profession or
enpl oynent, or in any other transaction in which he has
a pecuniary interest, supplies false information for the
gui dance of others in their business transactions, is
subject toliability for pecuniary | oss caused to t hemby
their justifiable reliance upon the information, if he
fails to exercise reasonable care or conpetence in
obt ai ni ng or comuni cating the information.

13 Def endants R F. Lafferty and Cogen, Skl ar are not naned
in Count 3 - control liability.

“ Wl co Securities, Inc., Shapiro P.C. Conplaint {Y 15,
18.

10



See Ei senberg v. Gagnon, 766 F.2d 770, 778 (3d Cr.), cert. denied
474 U. S. 946 (1985) (Pennsyl vani a Suprenme Court adopt ed Rest at enent
(Second) of Torts 8 522 as statenent of claim of negligent
m srepresentation). Liabilityislimted by privity and reliance
requirenents.

Def endant Cogen, Skl ar mai ntains that privity was | acki ng
between it and plaintiffs. The reason given is that plaintiffs
were not a “limted group of persons for whose benefit and
gui dance” the information was intended. “[ Bfecause ELCOA
Certificates were marketed and available to the public at large, it
woul d entirely eviscerate the privity requirenents of Pennsyl vani a
law to hold that all nenbers of the investing public, as potenti al
investors ... constitute a ‘limted group’....” Reply nenorandum
at 12.*°

This argunent was rejected in In re National Media

Securities Litigation, No. 93-2977, 1994 WL. 397398, *6 (E. D. Pa.

1994) (Padova, J.). There, the conplaint averred reliance by
plaintiffs on publicly available information. [d. The decision
reasoned that such reliance was “appropriate” because the
“securities laws inpose a duty to disclose accurate infornmation,
and investors are the class of people for whose benefit that
obligations exists.” |d. Thisrationaleis applicable here, where

plaintiffs are alleged to have sustained damages because of

> Wil e Cogen, Sklar argues the privity issue only as to
itself, the argunment would al so apply to all defendants because it
focuses on howthe securities were sold - to the public at |arge -
not each defendant’s specific role in that sale.

11



m srepresentations appearing in publicly avail able registration
materials. Specific questions of fact remain as to the requisite
privity relationship of each defendant; they cannot be resol ved on
motions to dismss. '

Def endant Lafferty, the broker/deal er who prepared the
“Fai rness Opi ni on” - upon which the 1995 regi stration nmateri al s was
based - asserts that because the review was perfornmed in 1993,
plaintiffs® claim of reliance is untinely as a matter of |aw
Motion at 3. The | ogic of that proposition is questionable and is
not illumnated by any casel aw In any event, reliance issues

present fact questions i nappropriate for resolution at this stage.

D. Fed.R. G v.P. 12(b)(7) and 19

The notion of the Shapiro defendants states that ELCOA
and Wal nut are indi spensabl e parties, for which reason the action,
wi t hout them nust be dism ssed. Mdtion at 16. This contentionis
not supported by authority. |Indeed, 8 11, which lists the parties
who may be held |iable under its provisions, does not include the
issuer. See 15 U.S.C. 8 77k(a)(1)-(5) (The foll owi ng nmay be sued:
every person who signed the regi stration statenent; every director
or partner in the issuer at the time of filing; every person who

consented to be a director or partner; every accountant, engineer,

' The notions of defendants R F. Lafferty and Or and
Varrenti each contain a variation of this argunent - stating that
the conplaint does not set forth the allegations necessary to
establish privity as to them Lafferty notion at 3; Or/Varrenti
notion at 2.

12



or appraiser, or any other professional who has consented to take
part in preparation of the filings; every underwiter of the

securities).?

E. Fed. R G v.P. 23(b)

The notion of the Shapiro defendants challenging the
conplaint’s “class action allegations,” notion at 12-13, will be

deferred until a filing for class certification,

F. Fed.R G v.P. 9(b)

Arguing that plaintiffs’ clains make allegations of
fraudul ent conduct, defendants point to the heightened fraud
pl eadi ng requirenments of Rule 9(b) - “all avernents of fraud ...
shall be stated with particularity.” As a threshold matter, Rule
9(b) is not applicable to <clains under 8§ 11 <clains -

m srepresentation - unless they “sound in fraud.” Shapiro v. UIB

Fi nancial Corp., 964 F.2d 272,287-288 (3d Cr. 1991); see also

re Phar-Mor, Inc. Litigation, 848 F. Supp. 46, 50 (WD. Pa. 1993);

Constitution Reinsurance Corp. v. Stonewall Ins., 872 F. Supp

1247, 1246 (S.D.N. Y. 1995); Inre Conpag Securities Litigation, 848

F. Supp. 1307, 1312, n.11 (S.D. Tex. 1993). Here, unlike UJB

" Moreover, since the conplaint alleges that WIIiam

Shapiro is the sole sharehol der of WAl nut Associates and that
Wal nut Associates is the sole sharehol der of Walnut, which is in
turn the sol e sharehol der of ELCOA, plaintiffs have pl eaded a cl aim
under 8 15, control liability. See conplaint § 9.
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Fi nanci al Corp., the conpl aint nmakes no nention of intentional or

reckless violations of the securities |laws. Instead, it uses such
| anguage as “the I ndividual Defendants knew or, in the exercise of
reasonabl e care, should have known of the material m sstatenents
and om ssions contained in the Ofering Materials....None of the
I ndi vi dual Def endants nmade a reasonabl e i nvesti gati on or possessed
reasonable grounds for the belief that the statenents...were
true....” These are avernents of negligence, typical of securities
| aw cl ai ns.

As pl eaded, Count 5, intentional m srepresentation, is a
state common law fraud claim The elenments are: 1) a material
m srepresentation; 2) an intention to deceive; 3) an intention to
i nduce reliance; 4) justifiable reliance by the recipient upon the
representation; 5) danage to the recipient proxinmtely caused by

the m srepresentation. Step-Saver Data Systenms, Inc. v. Wse

Technol ogy, 939 F.2d 91, 106 (3d Cir. 1991). As noted, this claim

was deficiently pleaded and has been w t hdrawn.

Edmund V. Ludw g, J.
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